Abstract. At the beginning of the XXI century, Serbia entered into transition process
INTRODUCTION
Overall level of capital markets is one of the most significant pillars for the development of each country, especially of countries that are focused on open market economy principles. The role of capital markets in the global economic and financial system is indisputable (Erić, 2013) . According to "Global Competitiveness Report 2016-2017" published by World Economic Forum, Serbia is ranked 90 th out of 138 countries (Schwab, 2016) . Observing the financial market development pillar, the positioning of Serbia is even worse. Namely, Serbia is ranked 110 th out of 138 countries, with the average score of 3.4 (scores are distributed between 1 and 7). Within the financial development pillar, Serbia has the best rank in the segment of access to loans (73 th place, with the average score of 3.8) and only in two more segments is Serbia positioned higher than 100 th place (i.e. 99 th place in the segment of soundness of banks with the average score of 4.3 and 68 th place in the segment of legal rights measured by appropriate index, with the average index of 5 -whilst the index is set between 0 as the worst and 10 as the best). The above mentioned describes that Serbia is not among countries with well-developed financial markets, indicating that there is a lot of space for improvement in the future.
In Serbia there is an absence of initial public offering (hereinafter: IPOs) although the Belgrade Stock Exchange (abbreviation: BSE) was restored in the last decade of the XX century. Even some neighboring countries realized IPOs successfully (e.g. the government of the Republic of Croatia conducted IPO of their Telekom in 2007 through the sale of 32.5% of shares on stock exchange, while 25% of shares were offered by preferred price to citizens) leaving Serbia at the bottom of the list when we are considering the capital market development. Compared to Croatia's experience in IPOs, in 2006 we had the acquisition of Telekom Srpska, where Telekom Srbija was the leading company in financing. The final decision in that process was not IPO of Telekom Srpska, funding was already realized through commercial loans. After several years, the possibility of Telekom's IPO emerged again, but the budget deficit problems and the absence of political will in the process led to another missed chance.
IPOs could bring a lot of positive changes such as the introduction of new financial instruments on capital markets. Observing the financial markets of developed countries, Serbian financial market could be assessed as less developed. It is characterized by the absence of institutional investors and the existence of fewer financial instruments, i.e. tighter options among several investment alternatives. The transition period in Serbia has lasted for too long, so inevitable changes were not realized as it is necessary bearing in mind the basic principles of open market economy. Furthermore, investment banking is not developed in Serbia, while commercial banks are focused on traditional banking, where the vast majority of assets are loans (about 60% of the total assets) disbursed to corporate and retail customers. The mentioned structure implies that commercial banking is more attractive and more developed than investment banking in Serbia. Insufficient level of development in terms of financial instruments available on the Serbian capital market and unawareness of potential investors regarding investment opportunities combined influenced the poor deployment of the capital market.
REVIEW OF CAPITAL MARKETS DEVELOPMENT IN SERBIA
Analyzing the available opportunities for investment on BSE, it is important to take insight into BSE's listings (see Fig. 1 It is evident that the domestic capital market did not succeed in developing itself in compliance with the rules of open market economy. Several reasons could explain the described deficiency, but the most common factor is the absence of political will to make the transition on the market economy principles. The legislative framework was not detached from political will, while due to the same reason potential impulse impersonated in public companies listing on BSE was rare. It further ruined all necessary assumptions for the development of a modern stock exchange and slowed the transition process. Nevertheless, the recovery process of BSE started with simultaneous development of 2 types of instruments: debt and equity financial instruments.
Debt financial instruments were the first financial instruments of high-quality listed on BSE. These were the so-called "old savings bonds" that originated due to the fact that Serbian government recognized the debt of state-owned banks regarding savings in foreign currency and for that purpose government issued bonds with maturity dates at each year as the end of May till 2016 (see Table 1 ). The notional value of issued bonds was 4.2 billion EUR and trading with this kind of debt instrument was planned to be very attractive (Miladinovski, 2012) . In that sense, those bonds were excluded from tax burden, whilst they could be used before final maturity date under national amount for several purposes such as: the purchase of company's shares in the privatization process, the purchase of commercial and residential real estates, tax payments etc. Old savings bonds have a great role in Serbia as an instrument which brings back the confidence in the financial system and especially banks (see Fig. 2 and Fig. 3 ). 
Source: Central Securities Depositary and Clearing House
With the emergence of the global financial crises, in 2009 the government of the Republic of Serbia issued government Treasury bills and bonds. Unfortunately, the strategy for debt market development did not give any tangible results, so those securities were not traded frequently and based on market principles (already through direct contract with a known counterparty), while securities of municipalities and cities were not affirmed yet. A similar epilogue was noticed for corporate bonds, due to the fact that with the crisis emerging there was issue of short-term debt securities of overindebted companies with relatively high, unsustainable interest rates. Government securities are financial instruments denominated in domestic or in foreign currency, issued by the government or competent ministry and registered in electronic form in the Central Securities Depositary and Clearing House -CSD (RS, Ministarstvo finansija, Uprava za javni dug, 2013). Short-term government securities are those with maturity up to one year, while longterm securities have maturity longer than one year. Domestic and foreign legal and physical entities could buy long-term government securities via authorized market participants (such as: banks and brokerages), whilst solely domestic legal and physical entities could buy short-term government securities. The rating of bonds is based on the financial stability of the issuer and it is a crucial indicator of bond's riskiness. "Credit rating is a forward-looking opinion about credit risk and an assessment of the ability and willingness of an issuer to meet its financial obligations in full and on time" (National bank of Serbia, 2017). The major rating agencies in the financial market are: Standard & Poor's (S&P), Moody's Investors Service (Moody's) and 
Source: QuadCapital Advisors (2017) Fitch Ratings (Fitch) (see Table 2 ). Credit rating agencies usually express ratings as letter grades (A, B, C, D) where "AAA" is assigned as the best and "D" as the worst. Rating agencies also provide outlooks that indicate the potential direction of rating in the future, which could be: positive, negative, stable and developing. Positive outlook means that a rating may be raised. Negative outlook means that a rating may be lowered and stable means that it is not likely to change. Furthermore, credit ratings of a certain country affect the credit ratings of other issuers headquartered in the same country. Table  3 presents the most recent credit rating development for the Republic of Serbia. Source: National bank of Serbia Table 4 and Table 5 present the most recent trends in government securities taking into account the type of holder and currency in which securities are denominated in the period between the end of December 2015 and the end of June 2017. The balance of government securities denominated in EUR has an increasing trend in the observed period, with residents as the dominant type of holder (ranging between 94% and 98%). Also, considering the total amount of government securities denominated in EUR, the largest portion of holdings belongs to banks operating in Serbia (ranging between 61% and 69%). Considering only the population of residents (which includes the banks in Serbia), then the share of banks in government securities denominated in EUR is between 62% and 73%. If we separate the whole banking sector in Serbia per ownership structure, the results are as follows:
 foreign banks have a share between 49% and 51%;  state-owned banks have a portion ranging from 43% to 47%; and  private banks have a minority share which ranges from 4% to 6% at maximum. On the other hand, the balance of government securities denominated in domestic currency (RSD) has a decreasing trend, again with residents as the dominant type of shareholders ranging from 61% to 71%. By segregating the total amount of government securities denominated in RSD per banks which operate in Serbia, we concluded that banks are recognized as holders in 55% (minimum) or 56% (maximum) cases. Within the category of residents separately observed, the portion of banks in government securities denominated in RSD is between 78% (as minimum at the end of June 2017) and 90% (as maximum at the end of December 2015). Classifying all banks according to their ownership structure, the movements regarding balance of government securities are as follows: foreign banks have a portion ranging from 69% to 71%; state-owned banks have a share ranging from 20% to 24%; while private banks have the smallest share ranging from 7% to 9% as the maximum.
As the debt market (especially the bond market) in Serbia was not developed as it could be, in same way sharing the destiny of the overall capital market, the crucial question which arises is: What could be the potential impulse for debt market development in the prospective period and how could it be realized? Bearing in mind that the absence of IPOs and relatively small number of high-quality shares on BSE diminish the potential of equity market in Serbia, it is reasonable to initiate the question of debt market upgrade especially when all series of old savings bonds have already matured. Short-term and long-term bonds have some kind of important role, but the expected scope of development in this area was not reached. All above mentioned indicated that the revival of the debt market could be found in some new impulse, new product that is already known and established in the developed market economies. Such product are covered (or guaranteed) bonds which occupy the central part of this paper.
COVERED BONDS AS A NEW PRODUCT
Covered bonds are the type of corporate bonds with fixed return (slightly higher than the return of government bonds), where credit risk stays recorded into bank's balance sheet (the so-called "on-balance securitization"). The main characteristic of this bond is twofold collateralization for investors. Namely, the investor in covered bonds has collateral in the equity of issuer (financial institution or bank) on one side, or in priority right over cash flow derived from loan that was the basis for issuance of covered bond (in case of issuer bankruptcy). The investor in covered bonds is exposed to credit risk of the issuer. Although, observed historically, those bonds have existed for more than two and a half centuries, finally in the XXI century covered bonds became an irreplaceable and fast-growing segment of capital markets. Covered bonds were developed very intensively at the end of the XVIII and the beginning of the XIX century in Prussia, Denmark, Poland and France.
The turning point in the development of covered bonds is related to 1995 and issuing of German benchmark Jumbo Pfandbriefe bonds primarily aimed at providing liquidity for the public sector and response to investor's needs (Jonathan, 2006) . The Pfandbriefe Act is a legal act, which serves to satisfy the demand of investors for a secure investment. Pfandbriefe provides issuers with a very cheap and reliable source of funding. This in turn enables the issuers to supply the credit market with loans on a continuous basis at prices that take their bearings from the capital market (Verband Deutscher Pfandbriefbanken, 2011). After the introduction of euro as the unique currency and general fall of interest rates, banks were motivated to revitalize the covered bond system for the purpose of competitive capital market creation. Rapid growth of covered bonds market within the European Union (hereinafter: EU) was confirmed through development over recent years -average growth rate of 7.5% since 2007. In 2015, outstanding volume of covered bonds was on extraordinary level of 2.5 trillion EUR with 314 active issuers and 434 programs in 30 countries in and outside the EU (European Banking Authority, 2016). Simultaneously, most of the countries are working on improvement and harmonization of legislation in the segment of covered bonds.
In the absence of a unique definition of the "covered bonds" term, there are 4 preconditions which securities must fulfill in order to be considered as covered bonds. Those preconditions are (European Central Bank, 2008) : 1) the issuer should be the credit institution which is the subject of supervision and regulation by competent authorities; 2) investors in covered bonds should have privileged position in comparison with other creditors in the case of issuer's bankruptcy; 3) the issuer of covered bonds is obliged to continuously maintain sufficient coverage in the pool of collaterals for fulfilling obligations toward investors at each point of time; and 4) the obligations of issuers are monitored by a qualified public body or other independent body. The above mentioned preconditions (which are simultaneously characteristics) of covered bonds should be regulated by "special" or general legislative acts. In most countries, the covered bond system is regulated by "a lex specialis", while in the minority of cases this area is the subject of regulation by general legislative framework. In that sense, covered bonds could be divided into: regulated and structured covered bonds. Regulated covered bonds are those whose main attributes are regulated by "a lex specialis" or certain secondary legislative acts. Structured covered bonds imitate regulated covered bonds by their attributes, but they are not regulated by "a lex specialis", but by general laws on contracts and financial activities. Covered bonds could be compatible or not compatible with the EU Directives. In other words, it does not mean that all regulated covered bonds are at the same time compatible with the EU Directives due to the fact that regulation itself is not the only and sufficient requirement for compatibility evaluation. Adjustment to the Basel standards and requirements by banks put upon demand detailed analysis and treatment of covered bonds. It is necessary to include covered bonds into numerator of LCR ratio (as a part of highly liquid assets) respecting differences in interpretation of conditions given by the Basel Committee and the European Banking Authority on one side and the European Commission on the other.
According to interpretation of the European Commission, covered bonds have extraordinary liquid performances and certain covered bonds could be qualified into the segment of liquid assets of the first level for LCR ratio if they fulfill the following provisions: credit rating at 1 given by an external credit rating agency; minimum issue volume of 500 million EUR and full coverage of bonds pool with additional coverage over the full amount for minimum 2%. If listed conditions are satisfied then a haircut at the amount of 7% of the market value will be applied to those covered bonds. Other covered bonds which have: credit rating 2 given by an external credit rating agency (or assigned risk weighted factor of 20% in case that the rating is not available); minimum issue volume of 250 million EUR and full coverage of bonds pool with additional coverage over the full amount for minimum 7%; will be treated as liquid assets of the second level. A haircut factor set at 15% of the market value of covered bonds will be implemented on those assets (Bank for international settlements, 2013).
COVERED BONDS MARKET IN THE EU AND OTHER COUNTRIES
The development of the covered bonds market within the EU is owed to the EU Directives to a great extent and the main directives that arrange covered bonds market are:
 Directive 2009/65/EC on undertakings for collective investment in transferable securities (abbreviation: UCITS) which define concentration limit in terms of investment possibility in a certain security, with constraint that individual limit of 5% could be increased to 25% in case of investments in covered bonds ( mortgage lending);  Credit institutions that realize issuance via their entities founded just for those special business needs (the so-called "special purpose vehicle" or SPV). The European bank for reconstruction (hereinafter: EBRD) is also very active on the covered bonds market development taking into account all potential benefits from a prospective growth of this market. EBRD made some analysis regarding current phase of covered bonds development in some Central and Eastern Europe countries, such as: Poland, Slovakia, Turkey, Croatia, Romania and Lithuania.
For a long time Poland did not succeed in the covered bonds development, although satisfactory preconditions existed. The main reason for failure was obsoleted legislative framework and structured model of covered bonds, where solely mortgage banks were authorized for issuance of covered bonds. In order to overcome these deficiencies, the creation of new legal and regulatory framework in Poland was defined, which should enforce the issuance of covered bonds and usage of more favorable market conditions. In July 2015, the amendments on legal acts for covered bonds were adopted in Poland which were put into force starting from January 1, 2016. Covered bonds in Poland are in compliance with the main provisions of the UCITS Directive as well as Credit Risk Regulation (CRR). At the end of June 2017, EBRD invested 12 million EUR in local currency (zloty)-denominated covered bond issue by PKO Bank Hipoteczny S.A. (abbreviation: PKO BH). It was fixed rate covered bond issuance of PKO BH, backed by Polish-Zloty-denominated residential mortgage loans and with a provisional rating of Aa3 assigned by Moody's credit rating agency. PKO BH is one of three mortgage banks operating in Poland (subsidiary of PKO Bank Polski, the largest commercial bank in Poland) and specializes in zloty-denominated residential mortgages (Reiserer, 2017a) .
In Croatia, covered bonds are not clearly defined and regulated by the law, although there are obvious expectations from market participants to be involved in the process of issuance or/and investing in covered bonds. Those expectations motivated the Government of the Republic of Croatia to bring the Law on covered bonds which will overcome deficiencies of the local market and establish a minimum of standards with clearly defined eligibility criteria that are already known and regulated through CRR (Moraru, Kubas & Istuk, 2016) .
At the beginning of 2017, as a result of partnership relations between EBRD and Ministry of Finance, EBRD rolled out 200 million EUR framework for mortgage covered bonds in Slovakia with the aim of strengthening the development of the local capital market. In the first project under the program, the EBRD invested 49 million EUR in a series of 7-year mortgage covered bonds issued by the Všeobecná úverová banka (VUB), the second largest universal bank in the Slovak Republic by total assets. The notional amount of the issuance was 250 million, the largest so far on the Slovak market (Reiserer, 2017b) .
Starting in 2010, action for the issuance of covered bonds were undertaken in Romania. The law on covered bonds issuing came into force in March 2016. The issuances of bonds guaranteed with real estate claims contribute to the expansion of the maturity of liabilities, therefore allowing banks to have an adequate balance in their portfolios of assets with longer maturities. Romania is in an atypical situation, being among the few EU states still not benefiting from such issuances, although the balance of mortgage loans of over 11.2 billion EUR is enough to start issuing covered bonds, this value being higher than the values found in the portfolios of the states in the region where such operations have already started (Romanian Association of Banks, 2017).
Undoubtedly, similar activities are necessary in Serbia in order to create incentives and favorable circumstances for the revival of the debt market. It means that legal acts, incorporated in the EU countries and some neighboring countries (such as: Croatia), should define provisions which will cover the covered bonds regulation and should be put into force in the manner that creates prerequisites for primary issuance and active trading on secondary market with those bonds. For the realization of the above mentioned, a cost-benefit analysis should be made regarding inclusion of covered bonds on market, having in mind all specifics of the domestic financial sector and missed opportunities in the past to lift the financial market onto a higher level of development. The legislative framework should be created carefully in order to cover all important provisions, especially the provision related to investor's protection. Protection of investors in covered bonds is one of the key advantages, so the legislation should provide it in two contexts: 1) Maintenance of payment dynamic and tenor of bonds in compliance with initially contracted terms; and 2) Investors should keep their priority position in relation to other (uninsured) creditors of bank. Analyzing data in and outside the EU, there were significant changes in investors' base and their preferences. Central banks as investors increased their share by almost 4 times from 8.9% in 2009 to 30.09% in 2015. Oppositely, asset managers, insurance companies and pension funds implemented exit strategy from the market: lowering their share from 50.6% in 2009 to 31.9% in 2015, focusing on other investment alternatives with similar yields (see Fig. 4 ). Banks had a stable share in the observed years, meaning that their demand for covered bonds is highly motivated by LCR (liquidity coverage ratio) requirements and eligibility criteria for LCR according to the Basel III standards (Mirković, 2015) . Source: European Banking Authority (2016) . EBA report on covered bonds, recommendations on harmonisation of covered bond frameworks in the EU More cautious investors usually have on their mind the main shortcomings that are linked with covered bonds as institute of debt market. The main risks of investing in covered bonds are (Božović, 2016) : 1) Credit risk -in case when issuers cannot make their contractual payments partially or fully (when bankruptcy proceedings emerge); 2) Interest rate risk -inherent for all types of banking products with a fixed interest rate. The changes of interest rates on the market have a reverse impact on the price of bonds: with an increase of interest rates on the market, the price of bonds declines and vice versa; 3) Reinvestment risk -correlated with interest rate risk which occurs at long-term coupon bonds. The increase of interest rates diminishes the value of bonds bought with initial investment; 4) Recall risk -inherent to bonds with the recall option; 5) Inflation risk -as a probability that an unexpected inflation change will occur. In that moment, all investors lose interest revenue, while if the inflation rate exceeds the coupon rate, all investors have capital losses. Banks are focused on the issuance of covered bonds in order to provide liquidity sources, so it is very likely that banks will decide to issue covered bonds when they have a low rate of return and a high loan-to-deposit ratio. After the issuance of covered bonds, the rate of return is growing while loan-to-deposit ratio is declining. Covered bonds could have an extraordinary positive impact on the financial markets development, because they are bearing alternative, consistent, sustainable, relatively cheap and available source of funding. Investments in covered bonds represent an alternative instrument, but are simultaneously characterized by great quality and stability, which is very important especially in the situation of instability on the financial market. In order to make incentives for further development of the covered bonds market, it is necessary to achieve consensus among banks in terms of their interest to show up as investors in those securities and after that to become active players in trading activities.
The models of covered bonds which are already implemented in the EU countries could serve as a solid ground and a lesson on which to raise the prospective growth of the covered bonds market in Serbia. A different view states that it is not realistic to expect that the emergence of covered bonds as a new debt instrument would change rapidly the relations in the structure of market participants on the Serbian financial market. Similarly, due to the fact that the Serbian financial system is bankocentric (with banks as the major players covering more than 90% of the whole financial market) banks are solely "responsible" for the future development of this debt instrument. Banks as issuers are very interested in covered bonds. The interests of banks in covered bonds are additionally supported by the significance which covered bonds have for LCR ratio calculation which is a part of the Basel III regulation. The above mentioned could be realized only if adequate legislation exists to establish precise roles and responsibilities of all market participants and in final instance create assumptions for foreign direct investor's entrance on the covered bond market (Radević & Lekpek, 2014) . Having in mind the sensitivity of this matter and insufficient domestic practice, it is necessary to create special legislation which will cover the subject of covered bonds (lex specialis) as it has already been done in several countries with greater experience in handling and treatment of covered bonds on the debt securities market.
CONCLUSION
Some neighboring countries successfully conducted IPOs and in that way enriched the existing offer on their capital markets. At the same time due to a wide variety of instruments on capital markets, those countries became very attractive for foreign investors. Unfortunately, that was not the case in Serbia. It is specially indicated that several years after the Law on the Right to Free Shares to citizens of Serbia entered into force, there was the absence of IPOs, but also the absence of launch of new debt securities issued by the government, other territory units and municipalities. The period of positive economic conjuncture, manifested into growing trend on BSE during the first half of the first decade of this century, was not fruitful for stock exchange development in terms of inclusion of large institutional investors. One of the reasons for that is, to a great extent, the delay in the process of passing the Law on investment funds in Serbia. The consequence of the delay in the legislative context were delayed activities of investment funds so they have only had an active role in Serbia since a declining trend on BSE was obvious in 2008.
The negative effect of delay in introducing the Law on investment funds is impersonated in inadequate development of financial market products, especially in the absence of sophisticated products. BSE was not recovered in full manner until today, simultaneously recording very modest daily turnovers in comparison with the potential that was expressed at the beginning of the XXI century. In more detail, the turnover on BSE is mostly defined by shares trading (trading of equity instruments) and it seems that additional effort is necessary in order to create a stimulating debt financial market. Bearing in mind the above mentioned, the issuing of covered bonds as a new, sophisticated product could be a great step towards a more efficient and effective debt market. Generally, it is very difficult to expect that the emergence of covered bonds would change dramatically the whole outlook of the Serbian financial market, but it could certainly enrich the offer and indicate the potential positive movements in the prospective period. In case that the option of covered bonds introduction and implementation in Serbia prevails, then the crucial point would be to acquaint investors with the main advantages and disadvantages of covered bonds. In that way, it would be possible to create a stimulating ambience for further development of the capital market and increasing credibility of foreign direct investors into the Serbian financial system.
